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Stock-brokerage Accounts and Their Audit
*
By Anson Herrick
The subject of this paper seems opportune. Yesterday
the public became “market wise” and today has gone “market
mad.” It is not long since a million-share day brought Wall
street to the front page. Today five-million-share days are
sufficiently common to be classed with the story of the dog that
bit the man, and this increase in the volume of Wall-street trans
actions is not the result of New York transactions alone, for the
speculative mania of the public, or its investment acumen, if you
prefer, from Seattle to Miami, from Los Angeles to Bar Harbor and
from San Francisco to Chicago, helps to swell the transactions of
the “street,” and, further, causes a proportionate increase in the
transactions of local exchanges. It is only natural that there
should be a corresponding increase in brokerage-house accounting
and that such increase should bring new problems, many of which
the practising accountant is being called upon to solve. Your
apparent interest in the subject might be said to be the order of
the day.
I frequently hear the statement that the accountant who is not
versed in brokerage accounting is not competent to audit the
accounts of a brokerage house. I hear discussion of the great
difficulty of such audits. I wonder sometimes if those who have
not had occasion to study the problem might not be justified in an
impression of an attempt to clothe the subject with an air of
mystery. There is no mystery in the accounts of the stock broker
or in their audit, but it is true that stock-brokerage accounting is a
highly specialized branch of accounting and contains much that is
never met in other fields. It is also true that an audit of stock
brokerage accounts requires, if it is to be safely and expeditiously
accomplished, that the auditor possess a rather thorough knowl
edge of the principles and practices of the business as well as the
theories and practices of the connected accounting. I know of no
character of audit that is as hazardous, which requires, even of the
well informed, such meticulous carefulness in every detail or which
presents so many, and sometimes unavoidable, pitfalls.
♦ Address delivered at a meeting of the California State Society of Certified Public Account
ants, November 14, 1928.

93

The Journal of Accountancy

I think it fair to assume that there is a sufficient number of
persons present this evening who are unfamiliar with brokerage
accounting to justify, if not necessitate, a description of the busi
ness of stock brokerage and its accounts as a preliminary to the
discussion of audit processes. Manifestly, such description must
be brief, comprising only the barest outline.
A stock broker is a highly specialized type of broker, clothed by
custom and practice with duties and responsibilities uncommon to
the ordinary broker. Basically, a broker is one whose sole func
tion is to establish a contact between a seller and a buyer. He
may be the agent of either but, unlike a factor, he does not have
the custody of the commodity offered for sale by, or purchased for,
his principal; has no responsibilities in the settlement to be made
between the buyer and seller, and has no lien upon the commodi
ties as security for his service charge. A stock broker, however,
has been clothed by custom with many functions and responsi
bilities and we find him acting not only as broker but as banker,
as informal trustee and sometimes as principal.
The primary business of a stock broker is the purchase or sale of
securities as agent for his principal or customer. A secondary
business is the lending of money to his customer upon the pledge
of the customer’s security. In this matter he becomes a retailer
of credit, as all funds lent to customers are as a rule obtained by
the broker through borrowings from banks or others, directly or
through other brokers, and by custom and special agreement he is
privileged to use, as security for such borrowings, the securities
of his customers; and as he borrows at wholesale and lends at
retail he charges a higher interest rate to his customers than he is
required to pay, profiting by the difference.
Customers’ orders for purchase or sale are executed, usually, by
purchases from or sales to other brokers, either (a) by personal
contact at the exchange of which the broker is a member, or (b) by
order to another broker for execution by that broker at some other
exchange. In the latter case the relation of the first broker to the
second is essentially the same as the relation of the customer to the
first broker. In either case the broker effects the purchase or sale
in the same way as if he were acting as a principal and by custom
and exchange rules becomes obligated to pay for and receive
securities purchased and to deliver and collect for securities sold.
But in his dealing with his customer the role of broker is strictly
followed, and there must be a full disclosure to the customer of
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how and where the security was purchased or sold and the exact
price paid or received, and if execution was effected on an ex
change of which the broker is not a member the name of the
broker through whom the transaction was executed must be
disclosed as well as the commission paid to him. In some cases
the broker may, instead of buying or selling for a customer, sell a
security to or buy it from him, and there is no rule more rigidly
enforced than the rule that in such cases the broker must disclose
his position as principal and that commission shall not be charged.
Transactions between brokers on the floor of the exchange are
arranged with an absence of formality and a paucity of record
which would seem to lead to error and uncertainty. A broker
offers 1,000 shares of Steel at 90, another broker says “sold,” each
makes a pencil notation of the trade, and that is all. But errors
are few, and failures to adhere to the oral bargain simply do not
occur. On the next day the broker who sold must deliver the
1,000 shares, and the broker who bought must pay. Such is the
inflexible rule of the exchange. And in connection with rules of
the exchange I should like to point out in passing that one of the
principal functions of a stock exchange is the formulation of such
rules governing the conduct of its members as are calculated to
enforce complete honesty and propriety, not only with respect to
dealings between brokers but with respect to dealings between
brokers and clients; and there is no despot, or ever has been, who
has enforced his laws as jealously as does the modern stock
exchange.
Aside from constituting a meeting place and a free and open
market, the principal function of a stock exchange is the effecting
of clearances for its members in much the same way as a bank
clearing house clears for its member banks. During a day a
broker will buy and sell many different securities from and to
many other brokers. To settle with each broker individually
would involve much useless passage of securities and cheques
back and forth and an excessive demand for temporary credit.
This is obviated by providing that the broker pay to or receive
from the exchange only the net amount of all his trades for the
day. A broker selling various securities for sums aggregating a
million dollars and buying securities aggregating a million and a
quarter dollars merely pays to the exchange the net difference.
A similar procedure is followed with respect to the securities. A
broker who has sold 1,000 shares of U. S. Steel to various brokers
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and has purchased from the same or from other brokers 800 shares
is only called upon to deliver 200 shares. But there is a difference
between the clearance of money and the clearance of securities.
With respect to money all transactions may be consolidated, but
in the case of securities each security must be treated separately,
and the obligation of a broker to deliver 1,000 shares of Standard
Oil which he has sold is in no way affected by the fact that during
the same day he purchased 1,000 shares of California Packing.
While this is so obvious as to seem not to call for reference, I stress
the point because it is one of the things which create much of the
complexity of brokerage accounting.
The stock broker executes two kinds of transactions for his
customers: one, cash transactions, and the other, margin trans
actions. In the first the customer orders the broker to buy or
sell, the order is executed and the customer delivers the security
sold or pays the cost of the security purchased. The broker pays
for the purchase, receives the security and delivers it to the cus
tomer or, if it be a sale, delivers the security, collects the proceeds
and pays them to the customer.
In a margin transaction, the customer, upon ordering a pur
chase, pays only a deposit or margin, so that upon payment for the
purchase the broker has in effect lent the customer the excess of
the cost over the deposit, and retains possession or control of the
security as collateral, usually immediately depositing it with his
bank as collateral for a loan to repay him for the amount lent to
the customer. A slightly different type of margin transaction is
the short sale. In this case the customer orders his broker to sell
a security which he does not own and accordingly can not deliver,
and deposits at the same time a cash margin. In this case the
broker lends the customer the security sold, in order that delivery
may be made, and holds the money received for the sale, or if the
broker, not having any in his possession, has to borrow the secu
rity in order to make delivery, he transfers the amount collected to
the lending broker.
In the case of a long or purchase margin account there are two
reasons for the requirement of a deposit from the customer. One
is to protect the broker against loss, so that his loan to his cus
tomer shall be less than the value of the collateral. The other is
to make up the difference between the cost and the amount that
the broker can borrow on the collateral from his bank, thereby
obviating the necessity of the broker’s using any of his own capital.
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In the case of a short-sale margin account there is but one purpose
of the margin deposit, and that is to secure the broker against
loss; so that the cash received by him will exceed the value of the
security lent.
Where a broker executes a customer’s order through a broker
who executes it on another exchange he, in effect, merely transfers
the order and the customer’s margin deposit to the other broker
and usually is not required to pay in full and receive, as would be
the case if the purchase was made on the local exchange. In such
cases, the broker, instead of borrowing from a bank to lend to his
customer, is in fact borrowing from another broker in the same
way and under the same conditions as his customer has borrowed
from him.
As already indicated, the amount of a margin deposit required
by a broker is, or should be, sufficient not only to protect him
safely against loss but to make up the difference between the cost
of the security and the amount which the broker may borrow on
it from his bank. A decline in the market value of the security
reduces its collateral value, and when this happens the broker
requires an additional deposit, or “calls his customer for more
margin,” in order that his margin of protection may be sufficient
and so that he may reduce his borrowing from his bank in order
that the bank’s margin of security will not be impaired. Should
the customer fail to make such additional margin deposit, the
broker, by custom and agreement, is privileged to sell his cus
tomer’s security and liquidate his loan to his customer from the
proceeds. In the case of a short sale, the broker having lent the
security sold, it is an increase in the market value of a security
which impairs the broker’s margin of security and necessitates a
requirement for a further deposit by his customer.
The transactions of a stock broker are limited, aside from
trading for his own account, to payments and collections for ac
count of his customers for securities purchased or sold, the charg
ing to his customers of commission for services and of interest
upon advances, and the payment of his expenses of doing business
and of interest upon money borrowed. From an accounting
viewpoint nothing could be simpler, and in fact the financial
accounts of a broker and the related developing records are simple,
both in theory and in practice. But the difficult problem is the
problem of recording the securities which are connected with each
and every transaction. It is necessary that the accounts record
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these with the same completeness as the money involved, and
there is the complicating fact to be faced that each kind of security
must be separately treated, whereas the value of all securities may
be recorded in one term. This problem of the recording of securi
ties is met by the employment of exactly the same methods as are
used in the recording of the money—by debit and credit. That is,
when a customer is debited for the cost of a security purchased he
is coincidentally credited with the security itself in terms of shares
and name (and not in its money value), and the broker from whom
the security was purchased is debited for the security. When a
customer pays the broker for a security purchased and receives it
he is credited for the money and he is debited with the number of
shares of the security delivered. This seems simple and pro
ductive of no complexity because it would appear at first blush
that all of the securities with respect to which the customers have
been credited should be on hand, and if such were the case it
would be simple and the problem would be no different from the
problem of the bank in keeping a record of its collateral held
against its loans. But the securities which a broker “holds” for,
or for which he is responsible to, his customers or others are not
always on hand—in fact, usually are not—and it is the function
of the security records to develop both (a) all securities which are
due to or from any customer or broker and (b) the customers or
others to whom, and in what quantity, the broker is responsible
for each security, on one hand, and, on the other, where the
securities actually are.
The requirement that all securities due to or from any customer
or broker be continuously recorded is met by the normal ledger
accounts. In making the entries in the ledger accounts with
customers and other brokers, they are credited and debited (in
terms of shares) for the securities concerned with purchase and
sale money entries, and for securities received or delivered.
Securities delivered to banks as collateral and securities on hand
or due from transfer offices are not, except occasionally in smaller
offices, entered in the regular ledger accounts, with the conse
quence that the ledger itself does not contain complete security
debits and credits but omits securities on hand or at banks. This
omission is similar to the omission from the old-fashioned ledger of
the cash account, and in this case it was necessary to use the cash
book balance, comprising cash on hand and in bank, to complete
the trial balance.
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This record in ledger account of security debits and credits
concerning customers and other brokers is accordingly not suffi
cient, and to meet the second requirement it is necessary to have a
continuous record with respect to each particular security. (It
should be apparent that in the ledger accounts the responsibility
of a broker with respect to a particular security will appear in
many different places.) To meet this requirement a form of
record, variously called “security ledger,” “position book,”
“guide,” etc., is used. In this record there is an account or group
of accounts for each security; in the account or group of accounts
as to each security, each customer or other broker is credited for
the number of shares for which the broker is responsible; a debit
appears against each other broker or bank which owes the security
to the broker, and an additional account of “box” or “vault”
shows a debit for the securities on hand so that a complete balance
is exhibited. To illustrate, a broker’s account of California
Packing will show he owes to or rather is responsible to John
Smith and Henry Jones for 100 shares each and, on the other side,
that 50 shares have been deposited as collateral with his bank,
that 75 shares are due to be received from his New York broker,
that 25 shares have been lent as an accommodation to another
broker, that 25 shares are due to be returned by the transfer
office and that 25 shares are in the box. The record develops the
accountability of the broker as to each security and exhibits his
accounting for that accountability.
Unfortunately, I think, the terms debit and credit are not used
in brokerage accounting in connection with securities. Instead we
find the terms “ short” and “long.” They mean the same things,
that is, short is the equivalent of debit and long of credit, although
long entries are always found on the debit side and short on the
credit side. This fact and the nature of the terms seem to confuse
many, and it is not remarkable, for it does seem strange that the
box should always be “short.” But this confusion can be largely
avoided if shorts are always thought of as debits and longs as
credits.
Now let us recapitulate the exhibition of the accounts at any
closing period. The money accounts or the ordinary trial balance
presents an ordinary exhibition. It shows cash accounts, cus
tomers’ accounts, brokers’ accounts, securities owned, fixture and
equipment accounts and various expense accounts as debits, and
on the credit side shows notes payable, brokers’ accounts and
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customers’ accounts, partnership capital accounts and a few
income accounts. The exhibition is simple. As to securities, the
ledger accounts themselves exhibit, with respect to each customer
or broker, the securities due to or due from each. The separate
security ledger or position book shows the same information
except that instead of being arranged by customers or brokers it
is arranged by securities, and this record additionally exhibits the
securities on hand or on deposit with banks as collateral. It is
this trial balance, or rather these trial balances, that we are called
upon to audit.
The audit of brokerage accounts like any other audit resolves
itself into the two phases of the audit of the balance-sheet and the
audit of the profit-and-loss account. It is the audit of the bal
ance-sheet which is most troublesome and most involved. I
will attempt to outline, again with necessary brevity, the various
steps in the procedure.
While, like any audit, the audit of a brokerage balance-sheet
embraces a verification of the accuracy of each item of asset and
liability, this verification as to all personal accounts must be far
more complete than is usually required and generally necessitates
a confirming reference to debtors and creditors. Additionally the
long and short position of every customer and other broker must
be correspondingly verified and confirmed.
The audit work must commence immediately upon the con
clusion of the business of the last day of the month as at the end of
which the audit is to be made. The first step is the actual exami
nation and listing of all securities on hand in the two groups of
margin securities and safekeeping securities, the latter class being
those securities belonging to customers who have liquidated their
accounts, which, accordingly, are not held by the broker as
collateral but only for safekeeping. This examination will usually
also disclose receipts for securities due to be received from the
clearing house (being in process of transfer) and receipts from
transfer offices covering securities sent directly to them for trans
fer. These should be separately listed.
At the same time as the box securities are counted a statement
should be obtained from the broker’s cashier showing all securities
deposited with each bank as collateral against notes payable.
The next step, pending the completion by the broker’s office of
the customers’ statements for the month, is the transmission to
all banks, as well as other note creditors of the house, of a request
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for confirmation of the note liabilities as shown by the books.
The request should be accompanied by a complete statement of
the securities appearing to be held by the creditor as collateral.
Coincidentally the integrity of all clearing-house receipts found in
the box should be confirmed by reference to the clearing house
and, as a rule, the integrity of receipts or other evidence represent
ing securities in process of direct transfer should be verified by
confirmation from the transfer offices. In some instances it will
be practicable and satisfactory to arrange with the cashier that all
securities returned from transfer offices after the date of the count
be delivered to you in the original registered and sealed envelopes,
so that by their original examination you may confirm the integrity
of the transfer receipts.
There are two methods for the verification of customers’ ac
counts. One is to have all statements delivered to you in dupli
cate immediately upon their completion. The originals are
directly transmitted by you to the customers with appropriate
request for confirmation to you of the accuracy of both the money
balance and the long and short securities shown; the duplicates of
the statements are retained by you. The other method is to
permit the customers’ statements to be regularly mailed and then
to abstract, by reference to the customers’ ledgers, separate state
ments in duplicate, on your own forms, showing only the money
balance and the securities long and short. The originals will then
be mailed direct to the customers, with request for confirmation.
I consider the methods entirely optional, inasmuch as the only
important thing is that you retain in your possession an exact
duplicate of that which is sent to the customer and that you
receive from the customer a certification of its accuracy.
Coincidentally with the foregoing work, statements should be
prepared, from the accounts maintained with other brokers, of
the money balances and of the long and short securities.
These statements should be confirmed either by the original
receipt by you of statements from the brokers concerned, or
by transmission to the brokers of a copy of the statement,
with a request for certification of the accuracy of the show
ings.
At this point you will have in your possession the following:
(a) Statement of the securities verified as on hand, including
securities in process of transfer;
(b) Statement of securities held by banks as collateral;
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(c) Statements of the money balances and long and short
securities as to customers’ accounts;
(d) Statements of money balances and long and short securi
ties as to brokers’ accounts.

With the understanding that when I refer to accounts with
other brokers I embrace accounts connected with delays in de
liveries and with stocks borrowed and lent, you now have a record
of all long and short securities as shown by the books, and the
next step is to determine that there is an equality between the
longs and shorts as to each particular security. The most con
venient way to verify this would be to check your records against
your client’s position book, but this is impracticable because the
position book will be in continuous use, and aside from this
practical objection the procedure would be unsafe. The best
procedure is to develop your own position book, which for con
venience may be developed upon columnar sheets, a column being
allocated to each security. Then enter from your customers’
statements, box count and other records, the number of shares
long, in black, and the number of shares short, in red, or vice
versa. It will usually be found that upon the completion of this
record there will be at least some securities which do not balance;
that is, the number of shares shown to be long will exceed the
number of shares short, or vice versa. These real or apparent
variations must be investigated; first by reference to your client’s
position book, with verification that any error in your records
evidenced thereby is truly an error in your records and not an
error of the position book. It will be impossible to explain all of
the various things that may have to be done in verifying that
every security balances, or in completely confirming that the
failure to balance is correct, it being recognized that a failure to
balance as to any security means, if the shorts are deficient, that a
security has been actually lost, or if the longs are deficient, that a
security is on hand or due to the broker, the ownership of which is
unknown.
Upon the completion of the security balance, trial balance of the
general ledger must be taken and it must be confirmed that the
controlling account of customers is in agreement with the aggre
gate of the individual balances shown by statements which you
have used as the basis of your security balance and that balances
of note accounts and brokers’ accounts are in agreement with
confirmations which you have received from banks and brokers.
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Bank balances must, of course, be verified by usual reconcilement
methods, the best way, I think, being to proceed upon the basis of
the reconcilement originally made by your client’s office and to
verify it by originally obtaining from the bank the bank statement
and canceled cheques about the middle of the succeeding month.
Equipment accounts and advanced expense accounts require
sufficient investigation to determine the reasonable propriety
of the account exhibitions, a matter in which it should be recog
nized that brokers are prone to conservatism in the matter of
depreciating fixtures, in the elimination of accounting of advanced
expenses, and in the absorption of costs of minor equipment into
operating expense accounts.
In the event that your client maintains a trading account reflect
ing his purchases and sales as a principal, it is important that this
account be thoroughly scrutinized and possibly verified in detail,
the extent of verification back to original entries depending somewhat
upon the extent of internal control existing within the office itself.
Reverting to requests for confirmation from customers, it will
usually be found that from 65 to 85 per cent. will respond.
The propriety of sending second requests to those who do not
at first respond depends considerably upon circumstances, but
where there are no circumstances indicating the requirement
of second requests in all cases, the accounts from which confir
mations have not been received should be carefully scrutinized, and
second requests should be sent in all cases where the accounts
indicate short securities or where the accounts, because of in
action, extent of securities long, or other reason which might be
developed more by intuition than by anything else, seem to re
quire such attention.
Let us recapitulate and see what we have accomplished. We
have verified the integrity of cash balances, the accuracy of
accounts concerning securities owned and other impersonal assets.
We have received acknowledgments of the accuracy of all accounts
with brokers and banks and we have received acknowledgments
from a high percentage of customers and by scrutiny have satisfied
ourselves of the absence of any indication of the necessity of
making further requests from those who have not replied. In so
far as our money balances are concerned they are fully verified.
With respect to securities we have similarly verified, in connection
with each separate security, that all securities for which your
client is responsible to others as evidenced by his accounts, as
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substantially confirmed by acknowledgments from customers and
entirely from brokers, are either on hand or on deposit with banks
as collateral or are acknowledged by brokers or customers to be
due your client. We have not verified, however, that every
security for which your client is actually responsible is accounted
for, and this is a matter which can not be covered completely.
You have not confirmed, and it is almost impracticable to confirm,
that there are not securities due to customers who, because there
was no balance of money in their account, did not appear in the
trial balance, with the consequence that there was no way in which
you could have determined the existence of the account other
than by a process of examination usually unjustified. This is a
weak link in every brokerage audit.
I will just touch upon a few special matters to which attention
is necessary. It is necessary for you to satisfy yourself that the
accounts with customers are sufficiently margined. That is, that
the market value of long securities is sufficiently in excess of the
debit balance or that the credit balances of short-sale accounts
sufficiently exceed the short securities. This can only be done
either by an extension of the securities appearing long or short in
a customer’s account at market value or by a sufficient scrutiny of
the account to confirm satisfactorily, without complete com
putations, that the margin is ample.
It is necessary to determine that your broker client is not using
customers’ free securities as collateral. In every case where a
customer’s account shows no debit balance, but shows long
securities, the securities themselves are free and should be in the
“safekeeping” box, because if they are in the bank then the
broker is truly in the position of borrowing money upon a custom
er’s collateral in excess of the amount lent. In some instances a
difficult problem presents itself. A customer may have long
securities greatly in excess of the amount necessary to secure his
debit balance. In such a case the specific securities which are in
excess of the amount necessary to secure the account should
theoretically be in the box. Locally, it does not seem customary
to enforce such a rule strictly and in many instances it is impracti
cable to do so. If it should be found, however, that the aggregate
of the securities on deposit with a bank as collateral are just
sufficient to secure the loan from the bank and that these securities
embrace securities which really constitute surplus margin of a
customer, then it would be clear that the broker was using surplus
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customers’ margins for the purpose of borrowing money either for his
own use directly or for the use of customers who are under-margined .
I shall not attempt to discuss the preparation of the equity
balance-sheet form required by the San Francisco stock exchange.
That in itself is a subject justifying a separate discussion. I will,
however, touch briefly upon the attention necessary to the profitand-loss account.
The audit of the profit-and-loss account is of relative simplicity.
It should embrace an analysis of the commission account, to
gether with sufficient reference to the records of original entry to
satisfy yourself that the total commissions charged have been
credited to the account. Detailed verification of the computa
tions of commissions is unnecessary, barring the special case,
but it is important to watch for any error which may have been
made by your client in charging a commission upon his sale, as a
principal, of securities to a customer. For this purpose the trad
ing security account should be investigated and wherever it
appears that sales have been accomplished directly to customers it
should be confirmed that no commission was charged. This
appears a minor matter, but it is one which might be of con
siderable importance to your client. Charges to customers for
interest should be confirmed approximately by consideration of
average debit balances and if the records of your client are well
arranged it will be possible to confirm this to your entire satis
faction. Profits or losses from the client’s own trading operations
should be analyzed in connection with the analysis of his own
trading account. All expense accounts should be scrutinized,
all charges for salaries should be thoroughly vouched, and ref
erence to vouchers should be made with respect to all irregular or
important expense items. By these means you will have verified
the completeness of the entry of income and the authenticity and
propriety of all expenses.
To those of you who are familiar with brokerage accounts and
their audit my discussion of brokerage accounts and practices will
unquestionably appear unnecessary; to those who are not familiar
with brokerage accounts it unquestionably will appear incomplete
and inadequate. I am concerned principally with those who have
had little or no experience in brokerage accounting and, while I
recognize that for them it is incomplete, I hope that I have given
some insight into the theories involved in the accounts and into
the difficulties and requirements of audit procedure.
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